I. TITLE: 



Model for the estimation of the fair market value of small and medium-sized 
unlisted corporations (Discounted Share Pricing - DSPmodef) or a business 
activity (Discounted Substance Pricing - DSPmodef )> 



1L DEFINITIONS; 



1 0 The following definitions are used for purposes of the DSPmodel * : 
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"Additional expenses* 1 : 



"Budget period": 

"Business activity"; 
"Corporation": 
"Discount rate": 

"Discounted Share Pricing": 
"Discounted Substance Pricing": 
"Duration": 



TMV": 

"Invention": 
'NPV": 

rt Saved expenses' 1 



"Stock": 
Shares": 
"Substance": 
"Synergies": 

"Valuation": 



"WACC": 



Extra expenses that may occur on the 

merger of the purchasing and the acquired 

corporations or business activity 

The period (in years) in which the future 

cash flow is discounted to NPV 

See "substance" 

A limited liability company/corporation 
The rate of interest used to discount the fu- 
ture cash flow 
Valuation of stocks/shares 
Valuation of assets/substance 
The period during which a corporation or 
business activity is expected to operate on 
the basis of its existing commercial basis - - . 
Fair Market Value (of a corporation or a 
business activity) 
DSPmodel* 
Net Present Value 

Expenses that may be saved on the merger 
of the purchasing and the acquired corpora- 
tions or business activities 
(US) 
(UK) 

The assets of a business activity 
The potential benefits reaped from joint op- 
eration (resulting from the mcrgcrof two or- 
more businesses) 
Estimation of: 

(i) the value of the equity and thereby the 
stocks of a corporation 

(ii) the value of the substance/assets of -a 
business activity 

The weighted average cost of capital 
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in. Technical ftel»: 



DSPmodel* is designed for an estimation of the FMV of small and mediurn- 
sised unlisted corporations, based on a given budget, potential synergies, a dis- 
count rate (yield) and a duration. 



IV, STATE OF THE ART; 

A, Discounted Share Pricing model 
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Corporations are generally valued on the basis of a cash flow model The 
underlying principle in a cash flow model is an estimation of the NPV of the 
future earnings which the relevant corporation can generate over a term of 
years. In mathematical terms, the NPV is estimated by discounting the fu- 

1 5 ture annual budgeted earnings by a given discount rate in a given budget pe- 

riod, thus estimating the NPV of earnings in the budget period. After the end 
of the budget period, the corporation is presumed to have arrived at a 
"steady state" that is assumed to last in perpetuity. By using a simple annu- 
ity formula and based on the expected earnings in the first year after ,the end 

20 of the budget period, a terminal value equaling the value of an indefinite 

cash flow at a given interest rate (the discount rate). This terminal value is 
discounted over the same period as the budget period, thus estimating -the . 
NPV of the terminal value. The sum of the NPV of earnings in the budget 
period and the terminal value, less the market value of the corporation's 1 

25 debt/liabilities and any non-operating securities, is the market value of the 

corporation's equity. 

No theoretical arguments exist as to how long the budget period to -be ap- 
plied in a given estimate should be, However, budget periods oPS-tS years 

30 are typically applied. Quite a few theorists believe that the duration' of jtKe 

budget period should follow the product life cycle of the corporation con- ; 
ccrned. This means that businesses with high-tech products should fetve a 
short budget period, as the life cycle of these products is not very long due 
to the speed of the technological development. However, the duratiotfof the' 

35 budget period has no real impact on the value of the corporation, as 'the 

value is very much determined by the terminal value as well. The duration, 
of the budget period influences how much of the total value should' be de-. 

2 ' • 



termined by the budget period. Analyses have shown that if a budget period 
of 5 years is applied, the budget period will account for "only" 25% of the 
value, whereas the terminal value accounts for the remaining 75%. The 
longer the budget period is, the higher share of the total value will it repre- 
sent. 

The discounr rate applied in a conventional cash flow model is an interest 
rate reflecting the corporation's WACC. 

The conventional cash flow model is a model that is highly recognized and 
applied by people in the finance sector all over the world for business valua- 
tion purposes. It should be noted in this respect that the model is primarily 
used for the valuation of public corporations, for which purpose the model is 
an excellent stock valuation tool. 

B. Discounted Substance Pricing model 

There is no theoretical, recognized model for the valuation of a business ac- 
tivity. However, there are a number of methods that are primarily based on 
the earning capacity of a business activity, the book value of the asseis -re- . 
lated to the activity, and a given goodwill, which is estimated to he related to; . 
that particular activity Besides that, the value is the value that can be negoti- 
ated between the parties. : 

PROB L EMS WITH PRIOR ART: 

A Discounted Shank Pricing model 5 e 

The most widely recognized theoretical model for the valuation of corpor^-- „ 
tions today is based on a mathematical model, which discounts futurexash 
flows plus a discounted "perpetual annuity". This model is best applied; to 
public corporations that have free access to the capital markets and whose 
stocks are relatively easily negotiable, thereby reducing the investor's risk. 

Different valuation requirements apply to the trading of small and me^um: 
sized unlisted businesses. Using a model based on perpetuity would -wnp'X 
thai a purchaser would pay a too high price relative to the risk assumedVAt; 



the same time, it is not realistic to presume that such a. corporation will "live" 
forever, Furthermore, a purchaser should be allowed, within a given period 
of time, to have his investment paid back. The reason is that this type of in- 
vestment is an investment in a corporation in its entirety, not just in a part of 
5 it. The purchaser acquires the corporation with a view to living by the future 

earnings which the corporation can generate and having the investment paid 
back over a given period - the "pay-back" period, 

A Discounted Substance Pricing model 

10 

A model making allowance for the aspects involved in a correct valuation of 
the goodwill related to a business activity has long been required for pur- 
poses of estimating the value of business activities. Such aspects may be 
tangible assets in the form of current assets and fixed assets relating to the 
15 activity in question. Any intangibles in the activity concerned are not in- 

cluded. What is needed is a method with which, based on some given condi- 
tions, the size of the goodwill relating to the activity, and thus the operations, 
may be estimated. 

20 

vl solution/background for the Invention: 

The fact that it is not adequate to value unlisted corporations on a perpetuity ba- 
sis has prompted a need for a cash flow model that makes allowance for the du- . 

25 ration of an unlisted corporation. This duration reflects the period for which a 

correct and - as far as the first year is concerned - audited budget may be pre- 
pared and discounted at a given discount rate, DSPmodel^ is programmed so as 
to be able to value corporations with a duration of 1-20 years. There are tw^rea-: 
sons why the model does not exceed this 20-year limit: . - *; 

30 v ;; 

Firstly, experience has shown that only very few small and medium-sized "corpo- 
rations have a theoretical duration of more than 20 years. - . : . . 

Secondly, should the need to exceed the 20-year limit arise, the preparation of a 
35 budget would involve so much uncertainty that it would require precisely" 1 a 
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model that applies a terminal value in the valuation of the relevant corporation 
in order to eliminate some of the uncertainties connected with the budget. 

DSPmodel* has a built-in element, which, on the basis of an extensive analysis 
5 of the corporation concerned, estimates a weighted average duration represent- 

ing the duration of the budget period applied in the valuation. DSPmodel* esti- 
mates the value exclusively on the basis of a given budget period, which means 
that the model docs not apply a terminal value for purposes of the estimation. 

10 Preferably, the DSPmodel* does not only estimate a "stand-alone" value, but 

also a separate "synergy value". There is provided a separate form in the Inven- 
tion, which evaluates and estimates the financial values of the synergies result- 
ing from the joint operation of two corporations. These "synergy values" are in- 
cluded as a separate value in the final valuation, made up by the booked equity, 

15 the stand-alone value and the synergy value. The synergy values are included in 

a given number of years, subject to a given allocation/split between the pur- 
chaser and the seller. 

A. Cash flow applied in the Discounted Share Pricing model 
20 • v 

The discounted future earnings are adjusted for such future investments as 
are needed to maintain the assets and, thus, the basis of earnings, on the basis 
of the depreciation/amortization resulting from these investments (the^ re-;, 
quired investments will equal the depreciation/amortization provided in the 
25 period). The cash flow is also adjusted for the synergies that would result 

from an integration of two or more corporations. The synergies apply to both 
"saved" expenses and "additional" expenses resulting from a merger, . * 

A Cash flow applied in the Discounted Substance Pricing model 

30 ' ~\;'\ 

The operating budget prepared and estimated in connection with the 'trading 
of activities is adjusted for the depreciation/amortization and interest ex- 
penses which the purchaser incurs. Consequently, the valuation is based'on 
the purchaser's post-acquisition situation. 
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C Discount rate 



The discount rate applied for purposes of this model is the after-tax yield that 
an investor will require on a given investment. This yield consists of a risk- 
free rate of interest (priine/base rate) plus a risk premium reflecting the risk 
profile of the corporation in question, based on a thorough analysis of the 
corporation, For justification purposes, the above-mentioned rate is bench- 
marked against the average annual risk premium on small cap stock listed on 
a stock exchange over the last 10 years and against a yield index concerning 
acquisitions of unlisted corporations. The risk-free interest will typically cor- 
respond to the return that a government bond with the same duration as the 
duration of the business/budget period could yield. 

A direct comparison with public corporations is not appropriate due to the 
higher risk premium that an investor would expect to earn by acquiring a 
corporation in its entirety, as it would not be possible in this situation to di- 
versify part of the risk as may be done by purchasing stock on a stock ex- 
change (acquisition of parts of a corporation). Experience shows that an in- : 
vector will typically expect a risk premium that is 2-4% higher as regards 
unlisted corporations than as regards public corporations. 



yd. advantages achieved; 

a. Duration of the budget period 

The absolutely unique and landmark feature or the DSPmodel* is the possi- 
bility of evaluating and estimating the duration of the corporation and, thusj:- 
of the budget period. In order to be able to estimate such a duration on a re- 
alistic and fair basis, one needs to have profound knowledge of the corpora- 
tion in question, which can be achieved through a preliminary analysis and 
description of the corporation Furthermore, the analysis forms the basis'-fbr 
the budgeting and evaluation of potential synergies. The DSTPmodel 4 * inte- 
grates the following analysis model, which is sub-divided into 4 part analy- 
ses, for purposes of estimating the duration: 



The corporation '$ products 



An evaluation and estimation of the corporation's product portfolios, 
their product life cycle and the general life of the products, the corpora- 
tion's ability to develop new and existing products and the extent to 
which the corporation has ensured trademark and/or patent protection 
with regard to its products. These questions are answered in considera- 
tion of whether the corporation is a manufacturing, commercial trading 
or service business. The DSPmodel* can, of course, also be applied to a 
corporation addressing several business areas, including commercial 
trading and service businesses. 

The corporation f s market position 

An evaluation and estimation of the corporation's existing customers 
and suppliers and of whether the corporation already does or has an op- 
portunity to market its products in other states and countries. In addi- 
tion, the market addressed by the corporation is evaluated in general. 

The corporation's productive equipment 

An evaluation and estimation of the current technological level and the 
state of the corporation's machinery and operating equipment, buildings 
and leases, IT and of its environmental/ethical standards, ' V " 

The corporation 's human resources 

An evaluation and estimation of the current staff mix by function,rela- 
tive to what is considered an optimum staff mix in the corporation con- 
cerned, as well as the average age and seniority of the staff. Further- 
more, the level of further education of staff, the staff competence level 
and the management of the corporation are evaluated. - : y; 

The results of the individual part analyses are summarized in a form, 
which estimates a weighted average score reflecting the duration of the 
corporation and, thus, of the budget period. 



The analysis of duration applies to the estimation of the value of both a 
corporation and a business activity. 



5 VIIL DESCRIPTION OF FIGURES, TABLES AND DIAGRAMS: 

Fig. I: shows the factors affecting the value of a given equity. 

Fig. 2; is a flow diagram showing the stages to be carried through in 

10 order to follow the procedure in the DSPmodel* and, thus, 

the Invention. 

Fig. 3: illustrates the correlation between the processes comprised 

by the Discounted Share Pricing model and the factors af- 
15 fecting this model. 

Fig. 4: illustrates the correlation between the processes comprised ' 

by the Discounted Substance Pricing model and the factors 
affecting this model 
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Diagrams 1-4: show an example of a previously conducted Discounted 
Share Pricing. 

Tables 1-5: show an example of an analysis of duration. 

Forms A-G: show an example of a previously conducted Discounted Sub- - 
stance Pricing. 



30 IX, DETAILED DESCRIPTION OF TKE INVENTION; ' 

Figure I shows the factors affecting the value of a given equity as described 
above, A more detailed account of such factors will not be given for purposes 
of the Invention. 
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Figure 2 is a flow diagram showing the stages to be carried through in order- 
to follow the procedure in the DSPmodel* and, thus, the Invention. The flow 
diagram consists of a main line with a first input dialog, giving input oru for", 

8 



example, budgets, synergies, discount rate and other relevant prerequisites 
except for the budget period. The budget period is estimated as stated in the 
side branch of the main line: with an input dialog providing information 
about the corporation's products, market position, productive equipment and 
staff. These input make up the basis on which the budget period. is estimated, 
and this estimate and the input from the main line represent the total data on 
which the valuation of a corporation or a business activity is based. 

The input dialog in both the main line and the side branch is performed 
mainly by means of a PC, possibly via an electronic network. The data repre- 
senting the basis of calculation are mainly stored on a PC or a disc, whereas 
the actual calculation may be performed either on a PC, for instance by using 
a spreadsheet, on a server linked to an electronic network, or on a client PC 
linked to an electronic network, for example as a script performed by means 
of a browser on the client PC. 

The calculation results may either be displayed, printed out or stored on a 
disc for later use, 

Figure 3 -shows the correlation between the processes comprised by the Dis- 
counted Share Pricing model and the factors affecting this model, whereas 
Figure 4 shows the correlation between the processes comprised by the Dis- 
counted Substance Pricing mode! and the factors affecting this model. As this , 
correlation Is described above, no more details will be given here. 



The Discounted Share Pricing model will first be described in the following 
with reference to an example shown in Diagrams 1-3 and Tables 1-5, and the 
Discounted Substance Pricing model will then be described with reference to 
an example shown in Forms A-G. 

A. Discounted Share Pricing model 

The following detailed description of the model is based on the working 
process followed in the practical application of the model for purposes of 
the valuation of a corporation. The results of an example of such a valua- 
tion are shown in Diagram 1. The way in which these results have been 
arrived at will be reviewed in detail below, 

The description of the Discounted Share Pricing stock valuation model 
comprises the following items: 

1) Preparation and adjustment of the budget and the future grwth 
rate 

2) Evaluation and estimation of synergies 

3) Evaluation and estimation of the discount rate 

4) Discounting of operations and synergies 

5) The investor's pay-back period 

6) Estimation of duration V 

Re 1) Preparation and adjustment of the budget and the future growth rate, 
Diagram 2 

The future budget is prepared on the basis of a conventional statement 
of income, adjusted for the investments required to maintain the assets ' 
needed to ensure the future earnings basis. Adjustment is made for the 
depreciation/amortization prompted by these investments. This is done 
on the assumption that the depreciation/amortization provided will 
match the investments in the long term, The necessary budget assumps- 
it) 



tions are evaluated and estimated to ensure a correct and audited 
budget. 

Where prior year net income accumulated over stockholders' equity is 
distributed to the owner, an adjustment will have to be made for the ad- 
ditional interest expenses which the purchaser will incur as a result of 
the increased debt thai needs to be raised to finance the assets and the 
day-to-day operations. 

In by far the majority of cases, it is only necessary to prepare one year's 
budget, as the rest of the years in the budget period will be a projection 
of the first year's budget at a given growth rate determined on the basis 
of a historical analysis of the corporation's previous rate of growth and 
a general industry and market analysts with a view to assessing the cor- 
poration's future growth potential. This current growth rate is related to 
the rate of inflation in the market in which the corporation operates. 

The budget comprises the following items: 

Net sales 

Cost of sales/cost of prod uction 
Gross profit 
Selling expenses 
Administrative expenses 
Staff costs 

Income/loss before depreciation/amortization 
Depreciation/amortization « my_e$_£ffi££i& 
(ncome/loss before financing 
Net financia l income/expenses 
Pre-tax income/loss 
Corporate income tax paid 
Adjusted operating income/loss/cash flow 




Re 2) Evaluation and estimation of synergies. Diagram 3 

The synergies are the synergies that may be achieved by integrating the 
acquired corporation with the purchasers existing business. It is evident 
that the more the purchaser manages to reduce costs in the operating 
budget, and the more sales may be increased as a result of the integra- 
tion, the higher will the value of the corporation be in the eyes of the 
purchaser. As a result, the seller must be compensated, by means of a 
higher price, for the synergies which the purchaser will get. It is, of 
course, also possible that a business integration may result in additional 
costs, for which reason the model is designed so as to make allowance 
for an adjustment of such potential extra costs. One might imagine a 
situation in which a seller has had very moderate management expenses 
for several years. A new owner would probably incur higher manage- 
ment expenses, which would have an adverse effect on the operating 
income and, thus, the price. 

The model allows for the fact thai the purchaser and the seller may ne- 
gotiate to split these synergies in the price between them according to a 
specified allocation key. The model is programmed so as to include the 
synergies for up to a maximum of 5 years. After this period, the ac- 
quired corporation will be fully Integrated with the acquiring corpora- 
tion, and the synergies will therefore have been leveled off, 

As it will appear from the above, the synergies comprise both the 
"saved expenses" and the "additional expenses** related to an integra- 
tion of the corporations involved. The model further allows for extra, 
earnings resulting from joint operation as a consequence of the image 
synergies, the increased purchase synergies and the general excess sales 
made possible by the business integration. 



The form used to estimate the synergies comprises the following items: 



1 . ^Saved expenses 11 
• rent/overheads 

- management expenses 

- administrative expenses 

- selling expenses 
-Total 

2. "Additional expenses" 

- rent/overheads 

- management expenses 

- administrative/selling expenses 

- Total 

3. Additional earnings resulting f rom synergies 

- image synergies 

- excess sales 

- purchase synergies 

- financing 

- Total 

Total net adjustment 
Estimated tax on net adjustment 
Net adjustment after tax 



Re 3) Evaluation and estimation of the discount rata 

5 ' 7 

Quite a few problems with regard to the estimation of the WACC arise 
in connection with the valuation of small and medium-sized unlisted 
corporations. The reason is that unlisted corporations do not have ac- j 
cess to the market data needed to estimate the yield and the market .risk 
10 as regards the business types in question. The yield required by-an in- 

vestor on a given investment is determined on the basis of, for instance, - 
these factors. These market data may be estimated for public : corpora- 
tions, as they are being traded and valued in the market on a current ba-j 
sis, which is not the case for unlisted corporations. 

15 

Against this b^pkground, this model applies a discount rate reflecting 
the investors expected, required yield, consisting of a risk-free Uteres; 
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rate and a risk premium reflecting the risk profile of the corporation 
concerned. A good estimate as regards the risk-free Interest rate is a 
government bond with the same duration as the budget period, which is 
applied in the valuation in question, which estimate is consistent with 
the theoretical considerations and rules with regard to an estimate of 
the risk-free interest rate in the WACC 

In order to give a reasonable and fair estimate of the risk premium, the 
premium is related to an index established on the basis of previous 
trade in small and medium-sized corporations, conducted by the inven- 
tor of the DSPmodel*. On the basis of these prior transactions, the risk 
premiums required by the investor when investing in the relevant indi- 
ces have been classified within these indices, i.e. commercial trading 
and service businesses and industrial businesses. This index is related 
lq the average annual risk premiums resulting from small cap stock 
over a period of 10 years on a stock exchange in a given state or coun- 
try, from which the corporation is operated. 

The classification described above has resulted in the following index 
(DSP index): - 





Commercial trading 
and service sector 


Industrial sector 


Risk premium 
Risk-free interest rate 
Discount rate 


4 - S% 
approx. 6% 
10-14% 


2-6%. 
approx. 6% 
8-12% 



Re 4) Discounting of operations and synergies 

On the basis of the adjusted operating income after tax, a given* dis- 
count rate and a given duration, the NPV of operations may be; esti- 
mated on the basis of a well-known mathematical formula - the ca.^h 
flow discounting formula: 



CF, t 
(l+k) n 
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where:' 

NPV « Net Present Value 

OF,, = the adjusted operating income in "n" period 

K = the discount rate 

As this formula is well-known, it has not been included as any new 
meihod for purposes of this Invention. 

The after-tax income from synergies is discounted in a similar way us- 
ing the same discount rate. The duration is variable for up to 5 years, as 
described earlier. 

Re 5) Investor's pay-back period, Diagram 4 

Provided that the investor finances the entire transaction, it is possible 
by way of this form to illustrate the investor's pay-back period on the 
basis of a given interest after tax, reflecting the market rate of interest 
after tax at which the investor could borrow. Furthermore, it is a pre- 
sumption in the model that the entire operating income is applied to-_ ; 
wards installments on the loan, 

Re 6) Estimation of duration, Tables 1-5 

The Invention comprises an analysis model, which is sub-divided into 4 
part analyses, for purposes of estimating the duration of a corporation, 
corresponding to the duration of the budget period in the DSPmode!*/ 
These 4 part analyses comprise the areas and aspects considered essen- ; 
tial by the inventor of the DSPmodcl* with regard to a corporations fu- 
ture operations and, thus, its future subsistence basts. 

The analysis of duration is programmed so as to enable an adjustment 
of the weight of the 4 part analyses in the final estimation of the ^dura- 
tion. This is due to the fact that the distribution of the weights inkier ^ 
to arrive at an optimum situation giving a fair estimate of the duration 



of the corporation depends on the individual corporation. Furthermore, 
the model is programmed so as to estimate a duration of max, 2Q years. 



The 4 part analyses, including sub-sections, are as follows: 

a) . The corporation*? products 

1) Classification of the products by stages in their life cycle (ac- 
cording to "the Boston matrix") 

2) Classification of the products by their life in general 

3) Classification of the products by business activity or segment, 
including manufacturing, commercial trading and service busi- 
ness 

b) The corporation's market position 

1) Customers 

2) Suppliers 

3) Internationalization 

4) Market conditions 

5) Profitability 

c) The corporation's productive equipment 

1 ) Machinery and operating equipment - - 

2) Buildings/properties/leases 

3) TT / 

4) Environmental/ethical standards 

d) The corporation's human resources 

1) Average age 

2) Average seniority 

3) The corporation's possibility of recruiting qualified staff /? * 

4) Current staff mix relative to the optimum staff mix " " •* : 
5} Further training/education opportunities 

6) Staff competence level 

7) Level of "good*" management in the corporation • 

The following is a detailed description of the individual part analy- 
ses, the issues referred to in the part analyses and a brief description 



of the significance of these issues. It should be noted in this respect 
that even if it may seem difficult to see the impact and relevance of 
some of the questions in the analysis of duration, the 4 pan analyses 
should be seen in their entirety. As none of the questions can stand 
alone, many efforts have been made to determine how each individ- 
ual question in the individual part analyses should be weighted by 
reference to the entirety. 



a) The corporation's products, Tabic 1 

1) Classification of the products by stages in their life cycle (ac- 
cording to **the Boston matrix") 

The corporation's products are classified by 4 life cycles accord- 
ing to the well-known Boston matrix: 

- Start-up stage (question marks), characterized by products 
with a high growth rate and a low market share. 

■ Growth stage (stars), characterized by products with a high 
growth rate and a high market share. 

* Ripening stage (cash cows), characterized by products with, 
a low growth rate and a high market share. . „ 

■ Ageing stage (dogs), characterized by products with a low 
growth rate and a low market share. 

The number of products in the individual stages is entered in a 
form, the number is multiplied by a pre-programmed score, and 
a total score on the Boston matrix is made up. Scores are allo- 
cated so that the growth stage and the ripening stage are "given 
the highest score based on the view that the products Jn these 
stages are the ones that are most profitable for a corporation. \?~ 

2) Classification of the products by their life in general 

The general life of the corporation's products is evaluated. The : 
number of years entered is included is the total estimation for 
the product analysis. f _~, 
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3) Classification of the products by business activity or seg- 
ment 

A distinction between 3 types is made. 

a) Manufacturing business/segment 

b) Commercial trading business/segment 

c) Service business/segment 

If the relevant corporation operates within more than one of the 
business types outlined above, such as commercial trading and 
service businesses, the model will automatically estimate an av- 
erage score based on the actual number of "types" covered by 
the corporation. 

The following questions within the individual type of business 
must be considered, as they are regarded as having a significant 
impact on the fiiturc earning capacity of a corporation: 

a) Manufacturing business/segment: 

• Does the corporation develop new products? - it is impor- 
tant far the corporation to be at the cutting edge of the 
consumers' requests and requirements. 

• Does the corporation have its own registered trademarks? - 
- trademarks provide security: and there is a good sig- 
naling value in having the products registered, this also 
applies to design protection. 

• Does the corporation have any patent(s)? - a very import 

tant signal (hat the corporation has managed to invent 
something unique, which is worth protecting and which ' 
may ensure a long-term earnings basis. 
» Are the products brands? - it is important that the corpo- 
ration is able to create products thai meets the custom-' 
ers needs and gives them value. ? ' V 

• Are the products difficult to replace? - this gives mi idea :,, 
of the risk inherent in the fact that the corporation's cti$r 
tamer segment is constantly offered similar products and. 
thus t may choose other mtppliers 1 products, 
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• Are the products environmentally sound? - consumers 
are becoming increasingly environmentally conscious, 
prompting the producers to signal eirvironmentally sound 
production. 

• Has the corporation set up good quality control proce- 
dures in respect of its products? - the better the quality 
control measures are. the fewer complaints for the cor- 
poration and, thus, indirectly a better image. 

b) Commercial trading business/segment; 

• Does the corporation develop new products? - same as 
above, 

• Does the corporation have its own registered trademarks? 
- including in particular private labels, etc. 

• Are the product$ the producer's trademark? - again, what 
is important is the signaling wlue of a product that has 
been registered as a trademark • 

• Are products brands? - same as above. 

• Has the corporation made due allowance for all risks re- „ ; 
lated to supplier agreements (including the term/duratiorf 
of such agreements)? - this question has much weight, as 
the continued existence of a commercial trading business 
depends on its supplier agreements. If such agreements 
can ftr? terminated at short notice, the coloration will , 
become more vulnerable. Furthermore, these agreements 
relate to the corporation with its existing owners and not 
necessarily a new owner who is to be approved by the . j 
suppliers. 

• Has the corporation made due allowance for all risks re- 
lated to agency agreements (including the term/duration . 
of such agreements)? - same argument as above under 
supplier agreements. 

• Is there "value added" to the products/concept? - // is im- 
portant that a commercial trading business is able to of- 
fer good service and advice, if appropriate, in connection 
with the products it markets in order not to seem just a^p- 



middleman that may be dispensed 'with. It is important for 
a corpora/ran to be able to create and secure its existence 
by providing the cttstomers with a "foil-service "pro- 
gram 

5 

c) Service business/segment: 

• Does the corporation develop new concepts? - same as 
above. 

• Have the concepts been registered? - same as above, 
1 0 » Have the concepts been patented? - same as above, 

♦ Are the concepts brands? - same as above. 

* Does the corporation provide good guarantees. for its ser- 
vices? - customers should fee/ secure when using 1he 
coiporation. 

1 5 • Are there 'Value added" to the concept? - same as abo) '«?.- 

The questions are formulated so that YES gives a positive 
score, NEUTRAL gives a score of 0 and NO gives a nega- 
tive score. 
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The maximum score that can be obtained in the product 
analysis is 80 points. 



b) The corporation's market position, Tabic 2 

25 

1) Customers: 

• Does the corporation have a large spread of customers? - a 
corporation which sells its products to a few large customers 
o?ify is more vulnerable mid is more at risk of going bankrupt 

30 if If loses a customer, 

• Is customer loyalty related to the brand? - a corjjoration 
whose customers represent a loyal and sustained group will, 
all things being equal, face a brighter future than a corpora- 
tion whose customers are disloyal 

35 • Doe$ the corporation offer good customer service? - reflects , 

the corporation's intention to retain its cttstomers sand gfw': 



them a valuable experience, thus strengthening the corpora- 
tion's image in the long term. 

* Does the corporation perform customer satisfaction surveys? - 
show (hat the coiporation is conscious of the value ofcarry- 

5 ing out activities fo build customer goodwill. 

♦ Does the corporation have fieldwork skills? - good feldwork 
with regard to sales not only contributes to getting more cus- 
tomers, it also contributes to profiling the corporation's name 
and products, thus making the corporation knew) by the con- 

1 0 sumers 

♦ Does the corporation have a broad customer segment? - refers 
to the corporation's market potential. 

* Does the corporation apply Customer Relation Management 
systems? - an important tool enabling the corporation to fol- 

15 low up on customers and t thus, create a high level qf service 

and a high degree of satisfaction. 

* Does the corporation apply Key Account Management sys- 
tems? - another tool with which the corporation may improve 
the level of service and the degiee of satisfaction. A corpora- 
te tion signals seriousness in thai its customers know their Con- 
tact person in the corporation and that this contact person is 
aware of the customer's requirements. 

2) Suppliers: 

25 • Does the corporation have a reasonable spread of suppliers? - 

a corporation should not bring itself in a position where fail- 
ing suppliers may bring the corporation in dire financial 
straits. 

• Has the corporation entered into adequate supplier agreer 
30 ments? - in terms of both price, quality cmd reliability of de-: 

livety ' 

• Is it possible for the corporation to change suppliers quicBy? , 
- it is important in case of failing supplies thai the corpora- 
tion can have the rele\*ant goods delivered by another sup- 

35 plier in order not to lose orders and, thus, sales. 
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• Do the suppliers enjoy a good reputation/image/brand? - as a 
sipplier's bad reputation may quickly impact on the corpora- 
tions dealing with the supplier, such a situation should be 
avoided, 

5 Do the suppliers maintain a good ethical standard? - agahh # 

supplier's bad reputation may quickly impact on those deal- 
ing with him. It is important for a corporation to signal to the 
consumers thai if rejects unethical products. 

10 3) Internationalization; 

• Are the products marketed in other states/countries? - re- 
flects the corporation *s market potential. 

• May the products be marketed in other states/countries? - if 
not, the corporation's market potential is relatively limited, 

15 

4) Markets: 

• Ha$ Lhe corporation gained any competitive edge? - if so. the 
corporation will, all things being equal, be in a better siiua^ 
Hon than its competitors and may exploit this situation to : 

20 conquer a larger market share. 

• Are new players barred from entering the market? - If new' 
players find it hard to gain a foothold in this particular mar- 
ket, the corjTOration does not haw to use a lot of resources on , 
mauuamtng tts market share. 

25 * Is- the market growing? - a growing market is of course more 

attractive and a stagnant one. 

• Is the market cyclically neutral? - reflects whether the corpo- 
ration's earnings may be expected to be stable or whether a 
reser\ f ation must be made for "poor* 1 times. 

5} Profitability (by reference to the last 3 accounting periods): ::: 

• Does the average sales growth exceed the rate of inflation? r- 
reflects whether the corporation is able to create more 
growth Than the general growth in society, " . , 

35 • Do sales per employee exceed DKK 1.0 million? - this lm ft 

is used as a rule of thumb in determining whether the em- 
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ployees are profitable and, as a minimum, earn their own 
pay. 

Again, the questions are formulated so that YES gives a positive 
score, NEUTRAL gives a score of 0 and NO gives a negative 
score. 

The maximum score that can be obtained from the analysis of 
the corporation's market position is 80 points. 

b) The corporation's productive equipment, Table 3 

! ) Machinery and operating equipment; 

• Is the productive equipment technologically up-to-date? - re- 
fleets the corporation's capability of and attitude to keeping 
abreast of developments and, thus, reflects its chances of sur- 
vival 

• Is the degree of automation high? - shows the corporation's 
ability to use and exploit the technical potentialities within i ts 
field of business, . ^ 

• Axe investments made on a current basis? new assets have . 
a longer economic life, and no big investments will need to 
be made in the near future. 

• Is the productive equipment maintained on an ongoing basis? 
- reflects the genera! quality and state of the productive 
equipment. 

• 1$ Lhere any idle productive capacity? - reflects whether it is 
possible to increase productivity without having to invest /// : 
extra machinery and equipment _ 

• Is the productive equipment capable of quick change? re~ „, 
fleets the flexibility of the productive equipment and, thus, the 
corporation's possibility oj fulfilling urgent orders. w [\ . 

• Can the production lead time be increased? - reflects the pos- 
sibility of trimming production to increase profitability. \ 



2) Buildings/properties/lcascs: 

• Is the repair condition of the buildings good? - gives an idea 
qf future investment retirements* which will influence earn- 
ings- 

• Are there extension possibilities? - the possibility of exten- 
sion without having to move 10 other buildings. 

• Are there any alternative applications? - reflects the possi- 
bilities of disposing of the buildings on a sole or on a possi- 
ble diversion of production 

• Is the present situation of the building adequate by reference 
to the infrastructure? - a question of logistics. 

• Is it possible for the corporation to vacate the build- 
ing/leasehold premises without incurring any loss? - good 
exit opportunities will saw the corporation money in the long 
run. 

3) IT; 

• Does the corporation apply IT for production management 
purposes? - 

• Does the corporation apply IT for administrative manage- 
ment purposes? — 

• Is the corporation's IT system up-to-date? - . 

• Does the corporation use the Internet for marketing pur-; 
poses? - 

alt of the 4 questions listed above reflect the corporation's 
ability to exploit the opportunities of production andadmini-. 
stration control in such a way that procedures mid databases 
regarding customers, suppliers, staff and others may he 
stored mid used for purposes of further development, and 
husiness procedures may be optimized in a controlled and 
well-documented manner. * : - 

4) Environmental/ethical standards: 

• Are the products environmentally sound? - reflects the cor- 
poration's intention to meet the consumers' demand for enyi- 
rof mentally .sound products. 



• Has the corporation obtained environmental approval? - 
gives an idea of the risk of large futttre costs of cleaning up 
polluted soil, etc. 

* Is the corporation's environmental consciousness part of the 
brand? - an issue which many corporations consider an im^ 
porfant element of their marketing activities, as environ- 
mental awareness is agoodsigttat to give the consumers. 

. • Does the corporation maintain a high ethical standard? - says 
something about the corporation's ability intention 10 assume 
social responsibility. Furthermore, doubts as to a corpora* 
tion's ethical standards can he very detrimental, 

Again, the questions are formulated so that YES gives a positive 
score, NEUTRAL gives a score of 0 and NO gives a negative 
score. 

The maximum score that can be obtained is 80 points, 
c) The corporation's human resources, Table 4 

1) Average age 

it is possible to choose between the following 3 different age 
groups; 

Low, Average and High, where Low reflects an average age be- 
low 30 years, Average an average age between 30-50 years, and 
High an average age above 50 years. Average is considered op- 
timum, as it provides a good mix of senior staff with valuable 
experience and young employees who can be trained to run the 
corporation in future. . : ; / 

2) Average seniority 

where Low reflects less than 5 years of seniority, Average be- > y 
tween 5-10 years of seniority and High more than 1 1 years pf 
seniority. Average gives the highest score here as well, based on 
the view that employees with 5-10 years of seniority will know 
the corporation well without being so anchored in the corpora- 
tion that they arc unable to change. 



3) The corporation's possibility of recruiting qualified staff 

' a general assessment based on the corporation's previous re- 
cruitment experience is made. A high score is given to corpora- 
tions with good (High) possibilities of recruiting the qualified 
staff needed. 

4) Breakdown of staff by function and related relevant train- 
ing/education 

the corporation i$ broken down under the following 3 areas: 

a) Administration/finance department, broken down by func- 
tion according to the number of 

• Office assistants and technical assistants 

• Bookkeepers and other accounting staff 

• Secretaries 

• Finance directors and controllers 

• Personnel staff 

• HR managers 

• ITmanagers 

• Top executives 

b) Production department, broken down by function accord 
ing to the number of: 

• I Inskilled workers, delivery men and others 

• Skilled artisans and other skilled workers 

• Service people and fitters 

• Works managers foremen 

• Engineers and technicians 

• Head of production 

• Product development and research staff 

c) Sales and purchasing department, broken down by func- 
tion according to the number of: 

• Salespeople 

• Sales manager 

• Purchasers 

• Purchase manager 
« Marketing managers 

• Product and market development staff 



The optimum staff mix by function and the number applica- 
ble to the corporation concerned can be stated in the left- 
hand side column of the form. It is presumed that an owner 
5 or manager will know the corporation well enough to know 

the optimum staff mix. The current staff mix by function and 
number can be ticked off in the right-hand side of the col- 
umn. 



10 The relation between the current mix and the optimum mix 

is shown a$ a percentage of the optimum staff mix, On the 
basis of a division into percentage ranges, the model will 
make up whether the current mix is Low, Average or High 
by reference to the optimum mix. Low gives a negative 

1 5 score, Average gives a score of 0 and High gives a positive 

score. 

5) Further training/education opportunities - internally and 
externally : 

20 an evaluation of the extent to which the corporation makes sure 

its employees keep abreast of developments and possess the. 
knowledge at all times required to be able to perform their Job 
optimally. The following questions are considered important In 
order to retain well-trained/educated and motivated employees: 

25 

a) Does the corporation offer teahouse courses for its staff? 

b) Does the corpora/ion offer external courses for its staff? 

c) Are the employees allowed to influence their own training 
process? ;*•' - V:: 

30 d) Are there any career planning activities for the staff? V r -: 

e) Are ami future executives offered in-home (raining? -.- V 

f) fs there any on-the-joh training in the corporation? . ; 

A3 not all of these options are equally relevant to all corpora- 
35 tions, the corporation may indicate any relevant questions.in the 

left-hand side column. It should be indicated in the right-hand 
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side of the column which of the selected relevant questions the 
corporation may answer in the affirmative. 

As under item d) above, the score calculated depends on the 
percentage relative to the optimum situation. Low gives a nega- 
tive score, Average a score of 0 and High a positive score, 

6) Staff competence level 

an evaluation of staff competencies within the relevant areas in 
the corporation concerned. Areas evaluated: 

a) Good technical skills 

b) Good sales proficiencies 

c) Good IT proficiencies 

d) Customer service abilities 

e) Ability to work across the organization 

f) Ability to work in teams 

The optimum situation for the corporation in question relative to 
the current situation should be evaluated here as well A score 
will be calculated on the basis of the optimum situation relative 
to the current situation. Low gives a negative score, Average 
gives a score ofO and High gives a positive score. ? - : - 

7) Level of competent management in the corporation 

evaluation of the management remaining in the corporation after 
a possible sale. No evaluation is made in respect of the owner, 
as the owner has no influence on the corporation's future after a 
sale. It is important to the corporation's future thai the manage- 
ment is able to motivate its staff* perform and achieve results. 
The evaluation is based on the following 4 criteria: 

a) "Visible " and performance<*oriented managers 

b) Management's staff motivation abilities 

c) Inclusion of selected staff in the management team 

d) Creation of corporate image 'Spirit 

The score is allocated as described above. 
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As in the other part analyses, the maximum score in the human 
'resource analysis is SO points. 



S) Estimation of the duration of the corporation as a weighted 
S average of the 4 part analyses, Table 5 

The results from the 4 part analyses are compiled in Table 5 and 
then weighted. The model automatically estimates the weighted 
average score. The individual weights vary depending on the 
corporation in question and may be adjusted in the model so as 
10 to give as realistic and fair picture of the corporation as possible. 

The weighted average score reflects the duration of the budget 
period on which the value of the corporation concerned is based. 

15 R Discounted Substance Pricing model 

The results of an example of such a valuation are shown in Form A, Below is 
a detailed description of how the results are arrived at, 

20 The description of the Discounted Substance Pricing model for the valuation 

of a business aciivuy comprises the following items: . ■ - 

Form A: Value of the activity 

Form B: Depreciation/amortization and financing cost assumptions * : 

25 Form C: General assumptions 

Form D: Operating budget ' - *< r; -~ 

Form E; Synergies, etc. 

Form F: Cash Sow from operations, synergies, amortization of goodwill -/ 
and adjustment of depreciation, if any, of properties. 

30 Form G: Investor's cash flow/yield/pay-back period. . ^ 
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The model is based on a number of forms, each of which relates to a specific 
area, bur which are, of course, connected and integrated, in order that - based 
on the data entered - they may esrimate The maximum goodwill allowed by 
the required net income from the activity (after amortization over the dura- 
5 lion). 



Re Form A: Value of the activity 



Form A sums up the value of the relevant activity in two sub-forms. One of 
10 these forms shows the goodwill based on the underlying formula in the 

model; whereas the other shows the aggregate value of the activity, including 
assets and goodwill. 

Furthermore, Form A provides a brief description of the model and the con- 
15 siderations and assumptions related to the model. 



Re Form B: Depreciation/amortization and financing cost assumptions 

When an activity is traded, it is primarily the asset, the staff, rhe custonfers 
20 and rhe operations that are purchased. Consequently, such a transaction, de- 

pending on the assets acquired, will allow the purchaser to depreciate fixed 
assets and - not least amortize goodwill to a wide extent. This results in a 
number of tax implications. At the same time, it is assumed in the model that 
the purchaser is to finance the transaction 100%, for which leason the interest 
25 expenses imposed on the purchaser are included in the operating budget. - . „ ; ; ^ 

In concrete terms, the following assumptions have been made with regarcE; to I 
the individual assets comprised by the transaction: 

30 a) Properties/buildings •* are slated at market value and depreciated al a" 1 

rate corresponding to the standard rate of depreciation applicable in ; 
the state or country concerned - - > c 

b) Land - is stated at market value. No depreciation can be provided in 
respect of land, but the value is included in the computation -of the in- 

35 terest payable on the capital tied up in the fixed assets. v £ \~ 
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c) Machinery and operating equipment are stated at market value and 
depreciated at a rate corresponding to the standard rate of deprecia- 
tion applicable in the state or country concerned, 

d) Current assets, such as inventories and accounts receivable - are 
stated at the value agreed by rhe parties and according to the relevant 
accounting policy applied. These assets cannot be depreciated. 

e) Acquired goodwill - is calculated in the model as the goodwill which 
the operations can justify via interpolation, once all other data are 
known. 



The rates of depreciation/amortization are variable within the frame- 
work of the applicable legislation. The model further presumes that the 
depreciation of properties/buildings, machinery and operating equip- 
ment will, in the long run, match the investments required to maintain 
1 5 these assets and, thus, maintain the future earnings basis. 

Goodwill is amortized over the duration and may be adjusted in accor- 
dance with the amortization rules applicable in the state or country con- 
cerned. The model is programmed so as to customize the amortization 
20 of goodwill to the duration of the budget period. This way the investor. 

is certain to benefit from the full taxable gain on the acquisition of the 
goodwill concerned, 

The interest rate at which the investor may raise the loans needed to fi- 
25 nance the assets and the goodwill must be entered in Form B as well, Tn 

the model, the fixed market rate of interest is applied. The model esti- 
mates the interest expenses on the individual group of assets and .trans- 
fers these expenses to the operating budget. Likewise/ the amounts' de r % 
preciaied/amortized are automatically transferred to the operating 
30 budget. 

Form B further illustrates the depreciation for tax purposes to show ihe 
purchaser the consequences of the chosen rates of depreciation applied. ; 
in the calculation. The model is programmed so as to adjust the depre- 
35 ciation of properties/buildings in Form F in case the difference is ^sig- 

nificant. - '-~\:P^ 
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Re Form C: General assumptions 



The following value drivers need to be evaluated, as they are highly important 
in order to estimate the value as fairly as possible: 

5 

a) Duration - estimated on the basis of the same analysis of duration 
as applies to Discounted Share Pricing. 

b) Growth/inflation - made up on the basis of an adequate analysis of 
both the activity in question and the market and industry in general. 

10 c) Tax - basically fixed at 0% on the assumption that the goodwill will 

be fully deductible for tax purposes for the purchaser, and that the 
seller is to pay tax on the goodwill sold. Consequently, no tax is in- 
cluded in the valuation. 

d) Discount rate - determined on the basis of the index that applies to 
1 5 Discounted Share Pricing. 

e) The seller 4 ? share of synergies - one of the value drivers that may 
be adjusted during a negotiation. The basic assumption is that the 
seller will get 50%. 

f) Duration as regards synergies - this is variable for up Co 5 years, 
20 based on the same arguments as in the case of Discounted Share 

Pricing. 

g) Financing interest after tax - the rate of interest applied to esti- 
mate the investor* s pay-back period. This interest is the interest after 
tax used to estimate the interest expenses in Form B. 

25 V~ 

Re Form D: Operating budget 

The operating budget is presented in such a way that only net sales, cost of 
production (the variable costs) and overheads need to be entered. The model 

30 makes up the rest. The gross profit is a logical subtraction of net sales, and 

cosl of production. The result is a subtraction of the gross profit and the over- 
heads. In Form D, amortization is reflected as individual Hems in order loje*; 
plain and isolate the amortization of goodwill, as it is reversed in the basis\of 
calculation in Form F. Financing costs have been classified by function for in-,-". 

35 structional purposes as well. Amortization and financing costs are automati- 
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cally transferred from Form B. Consequently, if changes are made to Form B, 
these will be reflected In the operating budget 

Further, it is necessary to enter figures in the first column of the budget only, 
5 as the modeL based on the growth rate keyed in, projects the budget. Even 

though the entire form is automatically filled in, only those years that match 
the duration keyed-in will be included in the final valuation, Even though the 
form illustrates a 10-year budget period only, this will not affect the estima- 
tion of a duration exceeding 10 years. Due to the underlying model program- 
me mtng, rhis model is also variable up to and including 20 years. 



Re Form £: Synergies, etc. 

Form E is identical to the form used in the Discounted Share Pricing model. 

15 However, trading in business activities often involves greater synergies than 

trading in stocks. This is due to the fact thai transactions involving a business 
activity are typically more obvious, strategic transactions, whereas f stock 
transactions are more typically a question of Management Buy-Outs or Man- 
agement Buy-Ins, where the synergies are not always so obvious. 

20 [y 

Re Form F: Cash flow from operations, synergies, goodwill and adjust* 
ments of depreciation, if any, of properties ^ 

Form F summarizes the results from the operating budget, the seller's share of 
25 synergies and amortization of goodwill. Furthermore, it is possible in Fprm F 

to adjust the depreciation of properties in case of a significant difference be- 
' tween the depreciation for operating purposes and the depreciation for tax 

purposes. Such adjustments must be entered manually in the form. The other f 

factors are automatically transferred to Form F from Forms D, E and B, re- 
30 spectively 

Only the seller's share of synergies is included in the valuation. The argument ' 
for doing so is that, in principle, the purchaser will get the full effect of the 
synergies, but since these are highly dependent on the purchaser's ability to 
35 create these synergies in future, the purchaser in fact only pays a percentage* 

of them. Some might claim that the seller it thus missing an additional priced 

*»*> ~ 



It should be noted in this respect that since the purchaser bears the entire risk, 
the seller should not be fully paid for any synergies on which the seller cannot 
exert any influence whatsoever. 

The argument in favor of reversing the amortization of goodwill in ihe basis 
of calculation is that this amortization is not cash-demanding in the form of 
new investments/reinvestments. The amortization has in fact a tax effect only 
in the operating budget, for which reason the decrease in the value of opera- 
tions is not real. 

The timing effect of the discount rate is stated in Form F as well, illustrating 
the discount factors which, multiplied by the cash flow, give the NPV. Con-, 
sequently, the goodwill in Form A is hasically a summation of the estimated^ 
future NPVs in Form F. 

The actual goodwill estimated by the model is arrived at via interpolation by. 
adjusting the goodwill in Form B. Changes in this value will be reflected in ; 
the entire model and, eventually, in Form A. The feet that the goodwill in 
Forms A and B are identical reflects the goodwill. 

Re Form G: Investor's cash flow/yield/pay-back period 

Form G is identical to the corresponding form used in the Discounted^ Share 
Pricing model. v ^ 



